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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

HAI NES, Judge: This case is a partnership proceedi ng
subject to the unified audit and litigation procedures of the Tax
Equity & Fiscal Responsibility Act of 1982 (TEFRA), Pub. L. 97-

248, sec. 402, 96 Stat. 628. Respondent issued a notice of final
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partnership adm ni strative adjustnment (FPAA) to Maged F. R ad, as
tax matters partner for Whitman & Ransom (W&R), determ ning
adjustnments to WAR' s Form 1065, U.S. Partnership Return of |ncone
(partnership return) for 1996. A tinely petition for a
readj ustnment of the partnership itenms for 1996 was filed pursuant
to section 6226(a).! The issues for decision are whet her W&R nay
deduct, as guaranteed paynents, adjustnents made to elimnate the
negati ve capital account bal ances of i ndividual partners who had
w t hdrawn from W&R, and whet her Arthur M Handler (Handler) was a
partner in W&R during 1996.
FI NDI NGS OF FACT

The parties submtted this case fully stipulated pursuant to
Rul e 122. The stipulation of facts, the supplenental stipulation
of facts, and the attached exhibits are incorporated herein by
this reference. W find the stipulated facts accordingly.

WXR was established in 1919 under the |aws of New York as a
general partnership engaged in the practice of law. From 1993
t hrough 1996, W&R had its principal place of business in New
York, New York. From 1993 through 1996, Maged F. Ri ad was the

tax matters partner of WR

1 All Rule references are to the Tax Court Rules of Practice
and Procedure, and all section references are to the Internal
Revenue Code, as anended. Anpunts are rounded to the nearest
dol | ar.
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WR s partnership agreenent classified partners as either
equity partners, who shared in WaR' s profits and | osses on the
basis of their partnership interests, or contract partners, whose
conpensati on was based upon agreenent. Handl er, Donal d Parson
(Parson), Richard Tilton (Tilton), and Elliot Hahn (Hahn) were
equity partners.? Janmes Sargent (Sargent) had been an equity
partner until April 1, 1984. He continued as a contract partner
until W&R ceased doi ng business in 1993.

The partnershi p agreenent was anended as of Cctober 30, 1993
(the anmendnent), to provide for the liquidation and dissolution
of WE&R commenci ng Novenber 1, 1993. The amendnent provided in
Section 22(k):

As the affairs of the partnership are wound up and its

debts paid and ot her obligations, including obligations

to partners, discharged or provided for and the

partners’ capital including voluntary capital and

interest * * * has been returned to them any net

bal ance remaining in the hands of the |iquidating

partners shall be distributed * * * to the persons who

are partners on the date of dissolution, pro rata in

accordance with their “points” in the partnership set

forth on Schedule A to the Agreenent. (S

Certain of the fornmer partners of WAR and nenbers of anot her
law firm Breed, Abbott & Mdrgan, forned a new partnership,

Wi t man, Breed, Abbott & Mdrgan (WBAM, effective Novenber 1,

2 Mchael Allen (Allen) and David Mrse (Mrse) were
contract partners under the partnership agreenent.

3 Handl er, Parson, Tilton and Hahn are listed on Schedule A
with “points” attributed to them Sargent is not |isted on
Schedul e A
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1993. Handl er, Parson, Tilton, Hahn, and Sargent did not becone
partners in WBAM (the w t hdrawi ng partners).

The amendnent to the W&R partnership agreenent authorized
the W&R executive conmttee to negoti ate severance agreenents
wi th any partner who did not becone a partner in WBAM The only
severance agreenents stipulated in the record in this case were
those for Parson and Handler. Sargent’s April 1, 1984, agreenent
is also in the record. There are no severance agreenents or
ot her docunentation stipulated into the record for Hahn or
Til ton.

Parson’ s agreenent (Parson agreenent) dated Cctober 31,
1993, provided, inter alia, that he would have no further
interest in WeR after Cctober 31, 1993, that he was to be repaid
his capital account bal ance in excess of any capital |oans plus
interest, that his capital |oans would be paid fromthe remai nder
of his capital contribution, and that, in lieu of all rights to
liquidating distributions for assets, he was to be paid $85, 000.
Al paynments to himwere to be conpleted on or before January 1,
1995. Parson’s severance agreenent also stated in part:

8. This agreenent contains all of the rights and
obligations of the parties hereto and its execution by

the said parties shall constitute a full and conplete

rel ease each of the other of any and all clains which

either party or his |legal representatives and assigns

may now have or in the future m ght have with respect
to Parson’s interest in the Firm
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Handl er withdrew as a partner as of COctober 31, 1993, and
negoti ated a severance agreenent. Handler’s agreenent (Handl er
agreenent) dated April 15, 1994, stated in part:

1. $31,868.30 (which represents the unpaid
bal ance of ny contributed Wiitman & Ransom capital in
excess of nmy $71, 602. 68 outstanding capital |oan due to
Chem cal Bank) plus all accrued and unpaid interest on
my contributed capital since the date interest was | ast
paid to ne, will be paid to ne on or before May 15,
1994.

2. Wiitman & Ransomwi || assunme and pay ny
capital loan to Chem cal Bank as it cones due and
Whi t man & Ransom hereby i ndemi fies and hol ds nme
harm ess from any claimof Chem cal Bank with regard to
my capital loan. In addition, on or before May 15,
1994, Wiitman & Ransomw || deliver to ne an
uncondi tional release and di scharge by Chem cal Bank.

3. Al suns which | have previously drawn from
Whi t man & Ransom including without limtation, al
anounts distributed to ne in respect of 1993 operations
of Whitman & Ransomw || be retained by me. | wll
have no further clains against Wiitman & Ransomin
respect of 1993 operations, any proceeds of the
Iiquidation of Wiitman & Ransom or ot herw se, and
Whi tman & Ransom wi || have no cl ains against nme in
respect of any matters. Sinmultaneously with the
delivery of the Witman & Ransom check and the rel ease
from Chem cal Bank referred to in the first paragraph,
we w ||l exchange General Rel eases, excepting only the
Whi t man & Ransom i ndemmi ty agai nst any Chem cal Bank
claimset forth in Paragraph 1 of this letter.

Handl er did not receive any paynents or distributions from WR
ot her than those provided in the Handl er agreenent. On My 24,
1994, W&R al so executed a separate agreenent rel easing Handl er
fromany further liabilities.

WR sent Handl er a Form 1065, Schedule K-1, Partner’s Share

of Income, Credits, Deductions, etc., for 1994 and 1996, but not



6
for 1995. Handler filed Form 8082, Notice of I|nconsistent
Treatment or Amended Return, disputing the allocation for both
years, claimng he was no | onger a partner in WR

Sargent, on April 1, 1984, pursuant to a witten agreenent
(Sargent’s agreenent) withdrew as an equity partner, but
continued on as a contract partner. Sargent was to be repaid his
capi tal account bal ance of $72,000 in annual installnents of
$5, 000 comenci ng March 31, 1985, and was also to receive incone
for life on a graduated scale not tied to profits and a death
benefit. An appendi x attached at the end of this opinion
summari zes the capital accounts as calculated for 1993 and 1994
by WAR for each of the withdraw ng partners. According to the
cal cul ations by WeR, Sargent was paid all suns due to himin
1994,

The cal cul ati ons of capital accounts by W&R al so establish
that in 1993, Tilton, consistent with Handler, was repaid the
portion of his contributed capital that was in excess of his
capital loans, and his capital |oans were paid off fromhis
remai ning contributed capital. WR s cal culations al so establish
t hat Hahn had made no capital contributions which would require
repaynent. The cal cul ati ons by W&R al so show that no i nconme was
all ocated to any of the wthdrawi ng partners in 1995.

On the basis of those cal culations by W&R, as of Decenber

31, 1994, each withdraw ng partner had the follow ng deficit



bal ance in his capital account:

Par t ner Capital Account Bal ance
Par son ($30, 823)
Handl er (186, 739)
Hahn (96, 351)
Sar gent (85, 470)
Tilton (46, 138)

The total deficit came to $445,521

On its 1996 partnership return, W&R el ected the cash net hod
of accounting for tax purposes. The partnership return’s
Schedule M2, Analysis of Partners’ Capital Accounts, reported
that each withdrawi ng partner contributed capital equal to the
anount of the withdrawi ng partner’s negative capital account
bal ance resulting in total capital contributed of $445,522.4 The
anount reported as capital contributed in 1996 for each
wi t hdrawi ng partner zeroed out each wthdrawi ng partner’s
negati ve capital account bal ance.

WSR reported on its 1996 partnership return total inconme of
$678, 711 and cl ai ned a deduction of $456,522 as “Cuaranteed

paynents to partners”.® WR issued to each w thdrawi ng partner a

4 The $1 difference between the capital account bal ances
shown on the chart attached and that clainmed on Schedule M2 w |
be attributed to rounding.

>Iln addition to bringing the negative capital accounts of
the withdrawing partners to zero which made up $445, 522, of the
cl ai med guar ant eed paynents, W&R actually paid Allen $1,000 for
services rendered and $10,000 to Morse for his services with
regard to the termnation and |iquidation of W&R' s retirenent
pl ans. The paynents to Allen and Mrse have been conceded by
(continued. . .)
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1996 Schedule K-1, allocating to each w thdrawi ng partner an
anount classified as a guaranteed paynent equal to the deficit
capital account; i.e., Parson was allocated $30,823; Handl er
$186, 740; ¢ Sargent $85,470; Tilton $46, 138; and Hahn $96, 351.

On March 10, 2003, respondent issued an FPAA for 1996 to
Maged F. Riad as tax natters partner for WeR.  Respondent
di sal | oned the deduction for guaranteed paynents, determ ning W&R
failed to substantiate that guaranteed paynents were incurred or
paid in 1996 or that the anmounts were deductible as ordinary and
necessary expenses under section 162. In the alternative,
respondent determ ned that Hahn, Handl er, Parson, Sargent, and
Tilton recei ved taxabl e guaranteed paynents in 1996 consi stent
with the treatnment accorded in the partnership return

On May 27, 2003, petitioner filed with the Court a Petition
for Readjustnment of Partnership Itens Under Code Section 6226
praying that the Court: (1) “determne that petitioner filed a

partnership return for 1996 which correctly and accurately

5(...continued)
respondent to be guaranteed paynents.

5 The $1 difference between the cal cul ated capital account
and the amount deducted wll be attributed to rounding. Handler
reported a $137,074 |long-termcapital gain on Schedule D, Capital
Gai ns and Losses, in his 1996 Federal tax return as “liquidation
of p’ship interest” and paid the applicable tax. H's cal cul ation
of the deficit in his capital account differed fromWR s. The
treatment of the transaction by other withdrawing partners is not
in the record.
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treated the itens at issue”; and (2) “allow as deductions from
the partnership taxable inconme each and every paynent all ocated
fromincome to the withdrawi ng partners as reasonabl e and
appropriate paynent properly allocated fromthe partnership
i ncone and taxable to these respective partners”.

A copy of the FPAA in the instant case was sent to Handl er.
On May 22, 2003, Handler filed a petition for redeterm nation
with the Court challenging the FPAA. On July 18, 2003,
respondent filed a notion to dismss for lack of jurisdiction on
the ground that respondent did not issue a notice of deficiency
to Handler for 1996. On Septenber 29, 2003, we issued an order
granting respondent’s notion, but noted that Handler’s renmedy was
to file a notion for leave to file a notice of election to
participate and submt a notice of election to participate in the
i nstant case pursuant to Rule 245. On Novenber 3, 2003, the
Court granted Handler leave to file his notice of election to
participate, which sets forth Handler’s contention that he was
not a partner in W&R during 1996.

OPI NI ON

Thi s TEFRA proceedi ng was brought by the tax matters partner
of the law firm Congress pronul gated the TEFRA partnership
unified audit and litigation provisions of sections 6221 through
6234 intending to sinplify and streamine the audit, litigation,

and assessnent procedures wth respect to partnerships and their
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partners. These provisions centralized the tax treatnent of
partnership itens and resulted in equal treatnent for partners
t hrough the uniform adjustnent of each partner’s tax liability in

a single proceeding. Chinblo v. Comm ssioner, 177 F.3d 119, 120-

121 (2d Cr. 1999), affg. T.C. Meno. 1997-535; Harbor Cove Marina

Partners Pship. v. Conm ssioner, 123 T.C 64, 78-79 (2004). Once

an action for readjustnent of partnership itens is comenced by
either the tax matters partner or a notice partner, any partner
with an interest in the outcone of that action nmay participate in
it. Sec. 6226(c) and (d); Rule 245.

Pursuant to section 6221, the tax treatnment of any
partnership itemis determned at the partnership level. A
“partnership itenf is any item which nust be taken into account
for the partnership’ s taxable year to the extent that regul ations
prescribe it as an item nore appropriately determ ned at the
partnership level than at the partner level. Sec. 6231(a)(3).
The regul ations provide further that a partnership itemnot only
i ncludes those itens expressly listed in the regul ati ons, but
al so includes “the | egal and factual determ nations that underlie
the determ nation of the anobunt, timng, and characterization of
items of incone, credit, gain, |oss, deduction, etc.” Sec.
301.6231(a)(3)-1(b), Proced. & Adm n. Regs.

The determ nation of a guaranteed paynent is a partnership

item Sec. 301.6231(a)(3)-1(a)(2), Proced. & Adm n. Regs.
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Handl er’s claimthat he was not a partner in W&R during 1996 is a
partnership item because it could affect the allocation of

partnership itens to the other partners. Blonien v.

Comm ssioner, 118 T.C 541, 551 (2002).

Petitioner bears the burden of establishing that paynents in
liquidation of the wthdrawi ng partners’ interest in W&R were
paid or incurred in 1996 which resulted in deductible guaranteed

paynments. See Rule 142(a); Welch v. Helvering, 290 U S 111, 115

(1933); |-Tech R&D Ltd. Pship. v. Conmm ssioner, T.C Meno. 2001-

10, affd. sub nom Lewn v. Conm ssioner, 335 F.3d 345 (4th G

2003).7 The burden of proof, or the effect of failure of proof,
does not change because the case is submtted under Rule 122.

See Rule 122(b); Borchers v. Conm ssioner, 95 T.C. 82, 91 (1990),

affd. 943 F.2d 22 (8th Cr. 1991).

Petitioner clainms the allocation of incone to zero out the
negati ve capital accounts of the withdrawing partners resulted in
guar ant eed paynents which are deductible by the partnership
pursuant to section 736(a)(2). Respondent clainms that the
al l ocation of income could not result in guaranteed paynents
because there was no proof that paynent had been incurred or paid
in 1996, or that, if paynments had been incurred or paid, they

wer e deducti ble as ordinary or necessary expenses pursuant to

" Petitioner and Handl er do not argue that sec. 7491(a)
applies to shift the burden of proof to respondent.
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section 162(a). Alternatively, respondent determ ned that each
of the withdrawi ng partners received taxabl e guaranteed paynents
in accordance with the partnership return filed by WR
Section 736(a) applies to paynents made in |iquidation of
the withdrawi ng partners’ interests.® The phrase “liquidation of
a partner’s interest” neans:
the termnation of a partner’s entire interest in a
partnership by nmeans of a distribution, or a series of
distributions, to the partner by the partnership. A
series of distributions wll come within the neaning of
this termwhether they are made in one year or in nore
than one year. Were a partner’s interest is to be
liquidated by a series of distributions, the interest
will not be considered as |iquidated until the final
di stribution has been nade.
Sec. 1.761-1(d), Incone Tax Regs.
The severance agreenents signed by Parson in 1993 and by

Handl er in 1994 establish that each had w t hdrawn as nenbers of

8 Sec. 736 provides in relevant part:

SEC. 736. PAYMENTS TO A RETI RI NG PARTNER OR A DECEASED
PARTNER S SUCCESSOR | N | NTEREST.

(a) Paynents Considered as Distributive Share or
Guar ant eed Paynent.--Paynents made in |iquidation of the
interest of a retiring partner or a deceased partner shall,
except as provided in subsection (b), be considered--

(1) as a distributive share to the recipient of
partnership incone if the anount thereof is determ ned
with regard to the inconme of the partnership, or

(2) as a guaranteed paynent described in section
707(c) if the amount thereof is determ ned w thout
regard to the incone of the partnership.
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WR by the end of 1994. Each severance agreenent required W&R to
repay to the withdrawi ng partner the capital contributed by the
wi t hdrawi ng partner net of capital |oans. The capital |oans of
the wi thdrawi ng partner were then paid with the bal ance of the
capital contributed, and in Handl er’s case W&R obt ai ned Handl er’s
rel ease fromthe bank that |ent Handl er the noney. Both
severance agreenents contained mutual releases fromany further
liabilities and clainms for services including a release by the
wi t hdrawi ng partner of any right to claimassets on |iquidation.
Nei ther withdrawi ng partner was entitled to income fromthe
partnership for any year after 1994 because each rel eased WR
fromany further clains. The accountings prepared by WR
establish that all noneys due from WR to Parson and Handl er had
been conpletely paid by the end of 1994. As a result, no incone
was allocated to Parson or Handler in 1995.

Sargent was not an equity partner but was still owed
$27, 000, as of Cctober 31, 1993, for capital he had contributed
to WGR.  According to the capital accounts cal culated by WR, al
nmoneys due himwere paid in 1994. He had no right to incone as a
contract partner and was not listed in the partnership agreenent
to share any distributions upon |iquidation.

Tilton’s and Hahn’s severance agreenents are not in the
record. We infer fromthe stipulations and docunents before us

that they were treated in the sane manner as Parson’s and
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Handl er’s. The capital accounts cal cul ated by W&R bear this out.
Tilton was repaid his contributed capital net of capital loans in
1993, his capital |oans were paid by the balance of the capital
not distributed to him and he had no incone allocated to himin
1995. Hahn had made no capital contributions to W&R whi ch woul d
have had to be repaid and had no incone allocated to himin 1995.

We find: (1) The withdrawi ng partners w thdrew as nenbers
of W&R by the end of 1994 and were no | onger partners; (2) the
w t hdrawi ng partners’ partnership interests had been conpletely
liquidated prior to 1996; (3) the w thdraw ng partners had
rel eased W&R from any further clainms prior to 1996; and (4) WR
had rel eased the wthdrawi ng partners fromany further clains
prior to 1996. As a consequence there were no paynents in 1996
by W&GR to the withdrawing partners in liquidation of their
interests. Further, we find that none of the w thdraw ng
partners, including Handler, were partners in 1996. Because we
have found there were no paynents in 1996 to the w thdraw ng
partners in liquidation of their interests pursuant to section
736(a)(2), we hold that no guaranteed paynents to the w thdraw ng
partners were nade.°®

We have considered all of the parties’ contentions,

argunents, and requests that are not discussed herein, and we

® Respondent has conceded that the paynents of $1,000 to
Al'l en and $10,000 to Morse were guaranteed paynents for services
render ed.
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conclude that they are without nerit or irrelevant.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




Bal ance as of 1/1/93

Per manent capital!?
Tenporary capital?

1993
Undi stri buted
ear ni ngs
Dr aws®
Payments for
part ner s*
Loan Interest/
Pri nci pal
Retirenment plan
Capital w thdrawal

Payment
Loan repaynent

1994

Di stributions

Dr aws

Payments for
partners

Loan Interest/

Pri nci pal
Retirenment plan
Capi tal repaynent
Assunption of |oan

1995
Payments for
partners

K-1 Allocation - 1993
K-1 Allocation - 1994

12/ 31/ 94

Capi tal account bal ance

! The partner’s contribution to the capital of the firm

APPENDI X
Par son Handl er
$128, 244 $119, 084
42,439 50, 023
(42, 439) (50, 023)
(136, 275) (111, 150)
(14, 384) (7,451)
(5, 051) (19, 313)
(9, 934) ---
--- 3, 299
(93, 509) ---
(281, 500) ---
(652) ---
(43,074) (12, 429)
(9, 934) ---
--- (31, 868)
--- (71, 603)
--- (432)
142, 542 (37, 380)
282, 769 (17, 407)
5(30, 823) 6(186, 739)
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Hahn

$29, 867

(29, 867)

(74, 250)
(2,991)

(20, 636)
1,526

(96, 351)

Sar gent
$ 27,000

(61, 657)

(30, 000)
(8, 491)

(5, 600)

(27, 000)

(838)

(102)

19, 733
1, 485

(85,470)

Tilton
$110, 000
21, 880

(21, 880)

(38, 089)
(4, 169)

(22, 000)

(88, 000)

(8, 005)
4,045

(46, 138)

2 This account was credited or charged with the partner’s share of WaR's profit or

| oss. After closing out the nom na
t he bal ance was avail able for wi thdrawal

pl an contri buti ons,

3 Advances to the partners.

accounts, i.

Draws, Paynents for
by the partner.

partners, Retirenent

The agreenent characterizes draws as advances agai nst the

current year’'s distributable net incone.
4 Items for a partner’s personal benefit, such as health, life and disability insurance
prem unms, personal tel ephone calls, postage, photocopies, personal travel, professiona

subscri ptions.

5 W note that the stipulated capital account bal ance of ($30,823) is not the
cal cul ated amount of ($40,758) fromthe table.

an extra charge to Parson’s retirenent

pl an.

We assune this difference of $9,935 is due to

6 W note that the stipulated capital account bal ance of ($186,739) varies fromthe

actual cal cul ated amount of ($186, 650).

The parties do not explain this difference.

" W note that the stipulated capital account bal ance of ($46,138) varies fromthe
The parties do not explain this difference.

actual cal cul ated anmobunt of ($46, 218).



